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hands in 1957. During 1956 and 1957, D is not
engaged in any trade or business. D’s loss is
controlled by the nonbusiness debt provi-
sions even though the original consideration
has been advanced by A in his trade or busi-
ness, since the debt has not been created or
acquired in connection with a trade or busi-
ness of D and since in 1957 D is not engaged
in a trade or business incident to the con-
duct of which a loss from the worthlessness
of such claim is a proximate result.

Example (5). In 1956 A dies; and, while his
executor, C, is carrying on the business, the
claim against B becomes worthless in 1957.
The loss sustained by A’s estate is not con-
trolled by the nonbusiness debt provisions.
While C does not advance any consideration
for the claim on behalf of the estate, or cre-
ate or acquire it in connection with a trade
or business in which the estate is engaged,
the loss is sustained as a proximate incident
to the conduct of the trade or business in
which the estate is engaged at the time the
debt becomes worthless.

Example (6). In 1956, A, in liquidating the
business, attempts to collect the claim
against B but finds that it has become
worthless. A’s loss is not controlled by the
nonbusiness debt provisions, since the origi-
nal consideration has been advanced by A in
his trade or business and since a loss in-
curred in liquidating a trade or business is a
proximate incident to the conduct thereof.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 7657, 44 FR 68464, Nov. 29,
1979; T.D. 7728, 45 FR 72650, Nov. 3, 1980]

§1.166-6 Sale of mortgaged or pledged
property.

(a) Deficiency deductible as bad debt—
(1) Principal amount. If mortgaged or
pledged property is lawfully sold
(whether to the creditor or another
purchaser) for less than the amount of
the debt, and the portion of the indebt-
edness remaining unsatisfied after the
sale is wholly or partially
uncollectible, the mortgagee or pledgee
may deduct such amount under section
166(a) (to the extent that it constitutes
capital or represents an item the in-
come from which has been returned by
him) as a bad debt for the taxable year
in which it becomes wholly worthless
or is charged off as partially worthless.
See §1.166-3.

(2) Accrued interest. Accrued interest
may be included as part of the deduc-
tion allowable under this paragraph,
but only if it has previously been re-
turned as income.

(b) Realization of gain or loss—(1) De-
termination of amount. If, in the case of
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a sale described in paragraph (a) of this
section, the creditor buys in the mort-
gaged or pledged property, loss or gain
is also realized, measured by the dif-
ference between the amount of those
obligations of the debtor which are ap-
plied to the purchase or bid price of the
property (to the extent that such obli-
gations constitute capital or represent
an item the income from which has
been returned by the creditor) and the
fair market value of the property.

(2) Fair market value defined. The fair
market value of the property for this
purpose shall, in the absence of clear
and convincing proof to the contrary,
be presumed to be the amount for
which it is bid in by the taxpayer.

(c) Basis of property purchased. If the
creditor subsequently sells the prop-
erty so acquired, the basis for deter-
mining gain or loss upon the subse-
quent sale is the fair market value of
the property at the date of its acquisi-
tion by the creditor.

(d) Special rules applicable to certain
banking organizations. For special rules
relating to the treatment of mortgaged
or pledged property by certain mutual
savings banks, domestic building and
loan associations, and cooperative
banks, see section 595 and the regula-
tions thereunder.

(e) Special rules applicable to certain
reacquisitions of real property. Notwith-
standing this section, special rules
apply for taxable years beginning after
September 2, 1964 (and for certain tax-
able years beginning after December 31,
1957), to the gain or loss on certain re-
acquisitions of real property, to indebt-
edness remaining unsatisfied as a re-
sult of such reacquisitions, and to the
basis of the reacquired real property.
See §§1.1038-1 through 1.1038-3.

[T.D. 6500, 256 FR 11402, Nov. 26, 1960, as
amended by T.D. 6814, 30 FR 4472, Apr. 7, 1965,
T.D. 6916, 32 FR 5923, Apr. 13, 1967]

§1.166-7 Worthless bonds issued by an
individual.

(a) Allowance of deduction. A bond or
other similar obligation issued by an
individual, if it becomes worthless in
whole or in part, is subject to the bad
debt provisions of section 166. The loss
from the worthlessness of any such
bond or obligation is deductible in ac-
cordance with section 166(a), unless
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such bond or obligation is a nonbusi-
ness debt as defined in section 166(d)(2).
If the bond or obligation is a nonbusi-
ness debt, it is subject to section 166(d)
and §1.166-5.

(b) Decline in market value. A taxpayer
possessing debts evidenced by bonds or
other similar obligations issued by an
individual shall not be allowed any de-
duction under section 166 on account of
mere market fluctuation in the value
of such obligations.

(c) Worthless bonds issued by corpora-
tion. For provisions allowing the deduc-
tion under section 165(a) of the loss
sustained upon the worthlessness of
any bond or similar obligation issued
by a corporation or a government, see
§1.165-5.

(d) Application to inventories. This sec-
tion does not apply to any loss upon
the worthlessness of any bond or simi-
lar obligation reflected in inventories
required to be taken by a dealer in se-
curities under section 471. See §1.471-5.

§1.166-8 Losses of guarantors, endors-
ers, and indemnitors incurred on
agreements made before January 1,
1976.

(a) Noncorporate obligations—(1) De-
ductible as bad debt. A payment during
the taxable year by a taxpayer other
than a corporation in discharge of part
or all of his obligation as a guarantor,
endorser, or indemnitor of an obliga-
tion issued by a person other than a
corporation shall, for purposes of sec-
tion 166 and the regulations there-
under, be treated as a debt’s becoming
worthless within the taxable year, if—

(i) The proceeds of the obligation so
issued have been used in the trade or
business of the borrower, and

(ii) The borrower’s obligation to the
person to whom the taxpayer’s pay-
ment is made is worthless at the time
of payment except for the existence of
the guaranty, endorsement, or indem-
nity, whether or not such obligation
has in fact become worthless within
the taxable year in which payment is
made.

(2) Nonbusiness debt rule not applica-
ble. If a payment is treated as a loss in
accordance with the provisions of sub-
paragraph (1) of this paragraph, section
166(d), relating to the special rule for
losses sustained on the worthlessness

§1.166-8

of a nonbusiness debt, shall not apply.
Accordingly, in each instance the loss
shall be deducted wunder section
166(a)(1) as a wholly worthless debt
even though there has been a discharge
of only a part of the taxpayer’s obliga-
tion. Thus, if the taxpayer makes a
payment during the taxable year in
discharge of only part of his obligation
as a guarantor, endorser, or
indemnitor, he may treat such pay-
ment under section 166(a)(1) as a debt’s
becoming wholly worthless within the
taxable year, provided that he can es-
tablish that such part of the borrower’s
obligation to the person to whom the
taxpayer’s payment is made is worth-
less at the time of payment and the
conditions of subparagraph (1) of this
paragraph have otherwise been satis-
fied.

(8) Other applicable provisions. Other
provisions of the internal revenue laws
relating to bad debts, such as section
111, relating to the recovery of bad
debts, shall be deemed to apply to any
payment which, under the provisions of
this paragraph, is treated as a bad
debt. If the requirements of section
166(f) are not met, any loss sustained
by a guarantor, endorser, or
indemnitor upon the worthlessness of
the debtor’s obligation shall be treated
under the provisions of law applicable
thereto. See, for example, paragraph
(b) of this section.

(b) Corporate obligations. The loss sus-
tained during the taxable year by a
taxpayer other than a corporation in
discharge of all of his obligation as a
guarantor of an obligation issued by a
corporation shall be treated, in accord-
ance with section 166(d) and the regula-
tions thereunder, as a loss sustained on
the worthlessness of a nonbusiness debt
if the debt created in the guarantor’s
favor as a result of the payment does
not come within the exceptions pre-
scribed by section 166(d)(2) (A) or (B).
See paragraph (a)(2) of §1.166-5.

(c) Examples. The application of this
section may be illustrated by the fol-
lowing examples:

Example (1). During 1955, A, an individual
who makes his return on the basis of the cal-
endar year, guarantees payment of an obliga-
tion of B, an individual, to the X Bank, the
proceeds of the obligation being used in B’s
business. B defaults on his obligation in 1956.
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